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l. Summary
This decision addresses four of the 72 findings resulting from an audit of

SBC Pacific Bell Telephone Company (Pacific or Pacific Bell)! that was conducted
under the management of the Commission's Telecommunications Division (TD).
All other audit findings were addressed in Phase 2B of this proceeding.

The four audit findings addressed by today’s decision are that Pacific Bell
significantly overstated the expenses that it reported during the three-year
period of 1997 — 1999 for (1) pensions, (2) post-retirement benefits other than
pensions (PBOPs), (3) depreciation, and (4) income taxes associated with
pensions, PBOPs, and the California High Cost Fund-B (CHCF-B). Today's
decision finds that Pacific properly reported its expenses for pensions and
depreciation, but misstated the expenses that it reported for PBOPs and income

taxes. The amount of misstated expenses was as follows:

1997 1998 1999 Total
(millions) | (millions) | (millions) | (millions)

Overstated/(Understated)

Expenses ($7.9) $285.3 $241.7 $519.1

Today'’s decision is being issued concurrently with the Commission’s
decision on Phase 2B audit issues. The Phase 2B audit decision finds that
Pacific overstated its expenses by a total of $630.6 million during 1997 — 1999.
Today'’s decision and the Phase 2B decision together increase Pacific’s net
operating income by $1.1497 billion during 1997 — 1999 ($519.1 million +
$630.6 million) and result in $288.3 million of sharable earnings owed to

ratepayers for 1998. Today’s decision also finds that Pacific improperly

1 SBC Pacific Bell was renamed “SBC” in December 2002.
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withdrew $136.2 million from one of its PBOP trust funds in 1999. Pacific is
ordered to refund $424.5 million ($288.3 million + $136.2 million) to its
ratepayers and pay 10% interest on the refund in accordance with the
instructions contained in the Commission’s Phase 2B audit decision. The amount

of the refund with interest through July 2003 is $661.1 million.

Il. Background
A. The Triennial Review of NRF
The Commission adopted the New Regulatory Framework (NRF) for

Pacific Bell and Verizon California Incorporated (Verizon)?2 in Decision (D.)
89-10-031. The centerpiece of NRF was the price-cap index that annually
adjusted rates for individual services based on the following formula:

New Rate = Old Rate x (inflation — productivity +/- Z-Factors)
Inflation was measured by the gross national product price index (GNP-PI),
productivity was initially set at 4.5%, and Z-Factors were other rate adjustments
approved by the Commission.

NRF included an earnings-sharing mechanism structured around a
benchmark rate of return (ROR) of 13.00% and a ceiling ROR of 16.50%. Pacific
kept 100% of its earnings up to the benchmark ROR, shared 50% of its earnings
with ratepayers between the benchmark and ceiling RORs, and refunded to
ratepayers 100% of its earnings above the ceiling ROR. Any refund of sharable
earnings was to be implemented by reducing customers’ rates via a surcredit.

Services were classified into three categories. Basic monopoly services
were classified as Category | services. Discretionary or partially competitive

services were classified as Category Il services. Fully competitive services were

2 Verizon was formally known as GTE California Incorporated (GTEC).
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classified as Category Ill services. The price for each Category | service

was fixed except for an annual adjustment equal to the price-cap index. The
price for each Category Il service could vary within a price ceiling and price
floor. The price floor was increased annually by inflation, and the price ceiling
was revised annually by the price-cap index. Prices for Category Il services
were provided the maximum flexibility allowed by law.

Decision D.89-10-031 established a triennial review cycle for NRF. The
first triennial review resulted in several significant changes to NRF. In
D.93-09-038, the Commission allowed Verizon to keep all of its earnings up to the
ceiling ROR, reduced Verizon’s rates by $53 million, and increased the
productivity factor in Verizon’s price-cap index. In D.94-06-011, the Commission
increased the productivity factor in Pacific’s price-cap index; replaced GNP-PI in
Pacific’s price-cap index with the gross domestic product price index; reduced
Pacific’s benchmark ROR and ceiling ROR to 11.5% and 15%, respectively; and
allowed Pacific to retain 70% of its earnings above the ceiling ROR, with the
remaining 30% refunded to ratepayers.

In the second triennial review, the Commission in D.95-12-052 set the
productivity factor equal to the inflation factor, which effectively suspended the
price-cap index except for Z-Factor adjustments. In the third triennial review,
the Commission in D.98-10-026 suspended the earnings-sharing mechanism,
continued the suspension of the price-cap index, phased out then-existing
Z-Factor adjustments, and replaced Z-Factor adjustments with a streamlined
advice letter process for a limited set of exogenous costs and revenues.

The instant proceeding represents the fourth triennial review of NRF. This
proceeding commenced on September 6, 2001, when the Commission issued the

combined Order Instituting Rulemaking (OIR) 01-09-001 and Order Instituting
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Investigation (OI1) 01-09-002 (collectively, the “Order”). The Order divided this
proceeding into three Phases. Phase 1, which is now complete, addressed factual
issues related to the audit of Verizon that was conduced by the Commission’s
Office of Ratepayer Advocates (ORA).3 The purpose of Phase 2 was to address
factual issues related to (1) the audit of Pacific that was conducted under the
management of TD, and (2) how service quality for Pacific’s and Verizon’s
end-users has fared under NRF. The purpose of the forthcoming Phase 3 is to
review and revise, as necessary, the major elements of NRF based, in part, on the
record developed in Phases 1 and 2.

On April 24, 2002, the assigned Commissioner issued a ruling that
bifurcated Phase 2. The scope of Phase 2A was limited to four of the 72 issues
that arose from the TD-managed audit of Pacific Bell. These four issues, which
are addressed by today’s decision, consisted of audit findings that Pacific
overstated the expenses that it reported for (1) pensions, (2) PBOPs,

(3) depreciation, and (4) income taxes associated with pensions, PBOPs, and the
CHCEF-B. The remaining 68 audit issues and all Phase 2 service quality issues
were assigned to Phase 2B.

Written testimony regarding Phase 2A issues was submitted by Overland
Consulting (Overland), ORA, and Pacific in May 2002. Evidentiary hearings
were held in May and June, 2002. Opening briefs were filed on June 14, 2002, by
AT&T Communications of California, Inc. (AT&T), ORA, Pacific, and The Utility
Reform Network (TURN). The same parties filed reply briefs on June 21, 2002.

3 D.02-10-020. Rehearing denied in D.03-02-073.
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B. The Audit of Pacific Bell
This proceeding represents the first comprehensive regulatory audit of

Pacific Bell since NRF was implemented in 1990. The audit was conducted
pursuant to Pub. Util. Code Section 314.5 and Decisions 94-06-011, 96-05-036,
98-10-019, and 98-10-026.

The audit process began in 1999 when ORA issued a Request for Proposal
for an audit of Pacific Bell. Overland was selected to perform the audit. The
start of the audit was delayed by approximately one year as Pacific litigated the
scope of the audit and ORA'’s oversight of the audit. As a result of the litigation,
the Commission transferred oversight of the audit from ORA to TD.

Overland sent its first data requests to Pacific Bell in April 2000. Between
May 2000 and June 2001, Overland conducted audit fieldwork at Pacific Bell and
SBC facilities in California, Texas, and Missouri.4 Overland then spent some time
analyzing data and writing its audit report. TD released Overland’s audit report
on February 21, 2002, and a supplemental audit report on May 8, 2002.

The audit covered the three-year period of 1997 through 1999. In its audit
report, as supplemented, Overland recommended 72 corrections to Pacific Bell’s
reported revenues, expenses, and rate base. The 72 corrections, if adopted in full,
would (1) increase Pacific’s net operating income (NOI) by $2 billion during the
audit period of 1997 through 1999, and (2) result in customer refunds of
$345 million under the NRF earnings-sharing mechanism that was in effect
during 1997 and 1998.5 The four audit issues addressed by today’s decision, if
adopted in full, would (1) increase Pacific’s NOI by $1.19 billion during 1997 -

4 Today'’s decision refers to Pacific’s current parent company as “SBC.”
5 Opening Testimony of Robert F. Welchlin, Phase 2B, pp. 5, 8. (Overland Exh. Phase 2B: 409.)
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1999, and (2) result in customer refunds of $212 million for 1998 under the NRF

earnings-sharing mechanism.é

C. Resolution of Issues Common to Phases 2A and 2B
For the sake of administrative efficiency and convenience, the following

issues that are common to Phases 2A and 2B are addressed in the Commission’s

decision regarding Phase 2B audit issues:

= Qverland’s qualifications to perform the audit.
= The appropriate rate of interest to apply to sharable earnings.

= ORA'’s proposal to require Pacific to refund its earnings in 1999
and subsequent years in accordance with the earnings-sharing
mechanism that was suspended by D.98-10-026.

= ORA'’s proposal to refund 18% of all underreported earnings
during 1997 — 1999 in addition to any earnings that Pacific might
have to share under (1) the earnings-sharing mechanism that was
in effect during 1997 and 1998, and (2) ORA’s proposal to require
Pacific to refund its earnings in 1999 in accordance with the
earnings-sharing mechanism that was suspended by D.98-10-026.7

= ORA'’s proposal to immediately reinstate the earnings-sharing
mechanism, establish a memorandum account to track excess
earnings, and make Pacific’s earnings subject to refund.

= Allegations that Pacific Bell impeded the audit.
= The need for, and timing of, the next audit of Pacific Bell.

6 Overland Exhibit Phase 2A: 400, p. 11.

” In Phase 2A, ORA recommended that in the event there are no sharable earnings as a result
of the audit adjustments adopted by the Commission, the Commission should flow-through
at least some of the misreported earnings back to ratepayers. In Phase 2B, ORA revised its
recommendation to require Pacific to refund 18% of all underreported earnings.
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[ll.  Audit Issues Re: Pension Costs and Pension Assets
A. Regulatory Accounting for Pension Costs
1. Audit Findings
In D.88-03-072, the Commission considered if the Aggregate Cost Method

(ACM) that had been used for many years to determine Pacific’s pension costs
for regulatory purposes should be replaced with Generally Accepted Accounting
Principles (GAAP) as set forth in Statement of Financial Accounting Standard
No. 87 (SFAS 87). The Commission decided in D.88-03-072 that Pacific should
continue to use the ACM for regulatory accounting and ratemaking purposes.s
A three-step process may be used to determine annual pension costs under
the ACM. The first step is to calculate the present value of the total pension
obligation, which consists of all future benefits expected to be paid to current
retirees, employees, and other beneficiaries (e.g., the spouses of deceased
retirees). The second step is to compute the net pension obligation by
subtracting the pension assets (e.g., assets in pension trust funds) from the total
pension obligation. The last step is to spread the net pension obligation over the
future work lives of current employees.® The following formula provides a

mathematical depiction of the ACM:

Present Value of _ Pension
Annual __ Pension Obligations Assets
Pension Cost Average Remaining Working

Lives of Current Employees

8 Pacific is required to use SFAS 87 by the Federal Communications Commission (FCC) for
FCC regulatory purposes and by the Securities and Exchange Commission (SEC) for external
financial reporting purposes.

9 The net pension obligation can be spread over (i) the average remaining work years of
current employees, or (ii) the future compensation of current employees.
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During the audit period of 1997 — 1999, Pacific’s pension assets exceeded
the present value of its pension obligations by several billion dollars. As a result,
the numerator in the above formula was negative, causing the ACM formula to

produce negative pension costs in the following amounts:

Pacific Bell's Negative Pension Costs Under the ACM Formula
After-Tax Intrastate Regulated Amounts

Year 1997 1998 1999 Total
Amount | ($62,382,666) | ($64,453,169) | ($65,473,575) | ($192,309,410)
Source: Overland Exhibit Phase 2A: 409, Tables 5, 6, and 7.

Although the mechanical application of the ACM formula produced
negative pension costs, Pacific reported zero pension costs during 1997, 1998,
and 1999. This is because it was Pacific’s policy to report zero pension costs for
California regulatory purposes in years when Pacific did not contribute to its
pension trusts. Pacific did not contribute to its pension trusts during 1997 — 1999
because its pension assets far exceeded its pension obligations during this period.

Overland states that there are several reasons why Pacific’s pension assets
exceeded its pension obligations during the audit period. First, the interest rates
used in prior years to determine the present value of pension obligations were
too low. As a result, Pacific’s contributions to its pension trusts exceeded the
levels needed to fund future benefits. Second, Pacific has reduced its work force
over the years, which reduced Pacific’s pension obligations. Finally, the
conversion of Pacific Bell's management pension plan from a defined benefit
plan to a cash balance plan further reduced Pacific’s pension obligations.

Overland represents that the ACM amortizes the effects of inaccurate
actuarial assumptions, force-reduction programs, and benefit changes as

negative pension costs over the remaining work years of current employees.
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Consequently, Pacific’s decision to set its pension cost at zero when the ACM
produces negative costs resulted in Pacific reporting more pension costs for
regulatory purposes than the actual cost of providing pension benefits.
Accordingly, Overland recommends that the Commission adjust Pacific's
reported earnings during the audit period to reflect $192.3 million in negative
pension costs as required by the ACM.

Overland states that the recognition of negative pension costs is consistent
with GAAP. For example, during the audit period Pacific reported $760 million
of negative intrastate pension costs to the FCC pursuant to SFAS 87, and a
similar amount was reflected in the external financial statements of Pacific's
parent company. Overland testified that the large negative pension costs that
Pacific reported to FCC and on its external financial statements were consistent
with the billions of dollars of surplus assets in Pacific’s pension plans.

Overland represents that SFAS 87 requires a prepaid pension asset to be
recorded on the balance sheet when contributions to pension trusts exceed the
amount of pension costs recognized for accounting purposes. Overland says the
same principle should apply when negative pension costs are recognized under
the ACM. The prepaid pension asset would reflect the fact that contributions
(zero) exceeded pension costs (a negative amount) during the relevant period.

Overland states the prepaid pension asset should be included in rate base
because it represents an investment made by Pacific. Overland observes that the
FCC requires Pacific to include its SFAS 87 prepaid pension asset in rate base,0

and the Commission should do the same with the ACM prepaid pension asset.

1o FCC Responsible Accounting Officer Letter 20, released May 4, 1992, and FCC Order 97-56,
Paragraphs 12 and 19.

-10 -
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2. Position of the Parties
a. ORA
ORA agrees with Overland’s audit finding that Pacific should have

recognized negative pension costs during 1997 - 1999. ORA states that if Pacific’s
pension costs are deemed to be zero when it has billions of dollars of surplus
pension assets, Pacific’s pension costs will ultimately exceed the cost of the
benefits provided. Such a result would be contrary to D.88-03-072 wherein the
Commission held that only reasonable pension costs should be recognized for
regulatory purposes.i!

ORA believes that the failure to recognize negative pension costs is unfair
to ratepayers because it results in the overstatement of pension expense and a
corresponding reduction in the potential for shareable earnings. Additionally,
Pacific’s has reported negative pension costs under SFAS 87 for many years,
which has benefited shareholders. These benefits should be shared with
ratepayers, according to ORA, because ratepayers are exposed to the upward
movement in pension costs.

ORA disputes Pacific's assertion that the ACM can never produce negative
costs because the Employee Retirement Income Security Act (ERISA) and the
Internal Revenue Code (IRC) prohibit withdrawals from pension funds except
under specific conditions.12 ORA posits that ERISA and the IRC do not limit the
authority of regulators to adopt accounting methods that yield negative pension
costs for regulatory purposes. For example, the FCC requires Pacific to use
SFAS 87, and Pacific has reported negative pension costs under SFAS 87 without

making any withdrawals from its pension funds. This shows that an accounting

11 D.88-03-072, 27 CPUC 2d 550, 554.
12 pacific Exhibit Phase 2A: 307, Q&A 22, and Exhibit Phase 2A: 310, Q&A 14-16.

-11 -
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method used for regulatory purposes may yield negative pension costs without a
utility actually withdrawing assets from its pension funds. Moreover, Pacific has
reported negative pension costs on the financial statements that it provides to the
SEC and its own shareholders.? ORA states that ERISA and the IRC do not
preclude negative pension costs in those contexts, and nor should they here.
ORA disagrees with Pacific's argument that the ACM cannot produce
negative pension costs because contributions to pension trust funds cannot be
less than zero. ORA maintains that the ACM is used by the Commission to
determine Pacific’s pension costs for regulatory accounting purposes. The fact
that contributions to pension funds cannot be less than zero does not control the
proper application of the ACM for regulatory accounting purposes. As
mentioned previously, Pacific reports negative pension costs to the FCC under
SFAS 87, which proves that regulators may use accounting methods that produce

negative pension costs even though actual contributions cannot fall below zero.

b. Pacific
Pacific asserts that it is required by D.88-03-072 to use the ACM for

regulatory accounting purposes in the same way that the ACM is used for
pension funding purposes. Pacific explains that the amount contributed to its
pension plans under the ACM is based on the value of pension plan assets and
liabilities. If the pension plans’ assets exceed the pension liabilities, as was the
case with Pacific during the audit period, then Pacific contributes nothing to the
pension plans and records zero pension costs.

Pacific contends that the ACM cannot produce negative costs because that

would mean that funds must be withdrawn from Pacific’s pension plans, just as

13 Qverland Exhibits Phase 2A: 404, pp. 7-12 and 7-13, and Phase 2A: 402, p. 14.

-12 -
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positive costs mean that funds must be contributed to the pension plans. Pacific
states that the IRC and ERISA prohibit the withdrawal of assets from a pension
plan unless the plan is completely terminated and all obligations to all
participants and beneficiaries have been totally satisfied. Pacific represents that
it has no intention of terminating its pension plans.

Pacific states that Overland wrongly claims that Pacific’s pension plans
were over funded. The reality, according to Pacific, is that its pension plans were
not over funded. Rather, there was an unexpectedly high rate of return on
pension assets, which created surplus funds. These surplus funds are not for the
benefit of Pacific or its ratepayers, but for employees and retirees.

Even if there were surplus pension assets, Pacific asserts that the
Commission knew when it issued D.88-03-072 that the ACM cannot produce
negative costs when there are surplus pension assets. This is because Pacific’s
expert witnesses testified in the proceeding that led to D.88-03-072 that Pacific
had surplus pension assets and that the amount of pension costs recognized for
ratemaking purposes should match the amount actually contributed to pension
trusts.14 Consequently, it would be contrary to D.88-03-072 if the Commission
were to now find that the ACM could produce negative pension expense.

Pacific represents that prior to the adoption of NRF in D.89-10-031, Pacific
made no contributions to its pension plans and recorded zero pension costs in
accordance with the ACM. As a result, Pacific’s initial rates under NRF
contained zero pension costs. If the Commission were to now recognize negative
pension costs and thereby cause sharable earnings for Pacific, the Commission

would be violating a basic tenet of NRF: that with the risk of cost recovery

14 Pacific Exhibit Phase 2A: 307, p. 13, Attachment 3, p. 5, and Attachment 4, p. 16. See also
D.88-03-072, which cites one of Pacific’s witness at 27 CPUC 2d 550, 551.

-13 -
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comes a corresponding reward, namely, the potential for higher earnings. Pacific
asserts that because it cannot withdraw funds from its pension trusts there can be
no corresponding reward. If the Commission were to now recognize negative
pension costs, it would be imposing a cost that Pacific can never recover.

Pacific asks the Commission to ignore Overland’s and ORA’s references to
SFAS 87 in their attempt to show that negative pension costs are permissible.
Pacific argues that because D.88-03-072 rejected SFAS 87 for regulatory
purposes,’s ORA’s and Overland’s references to SFAS 87 are irrelevant.

Pacific disputes ORA’s assertion that the Commission requires the
recognition of negative pension expense because “longstanding Commission
policy allows recognition of only reasonable pension expenses.”16 Pacific argues
that the Commission held in D.88-03-072 that the ACM produces reasonable
pension costs.1” Because Pacific used the ACM, its pension costs were, by
definition, reasonable under D.88-03-072. Additionally, the IRC provides that
only reasonable actuarial methods may be used for funding purposes. The ACM
is an IRS-approved funding method, which demonstrates that it is a reasonable
method. On the other hand, the IRS has ruled that “a reasonable funding
method does not include any method that results in a negative normal cost.”18
Therefore, contrary to ORA’s assertion, it would be unreasonable to use the ACM
in a way that produces negative pension costs.

Pacific posits that the preclusion of negative pension costs does not result

In an overstatement of pension costs as Overland and ORA contend. Their claim

15 D.88-03-072, Ordering Paragraph (OP) 1, 27 CPUC 2d 550, 557.

16 ORA Brief, p. 5.

17 D.88-03-072, 27 CPUC 2d 550, 554.

18 Pacific Exhibit Phase 2A: 310, p. 8, quoting IRS Private Letter Ruling 9146005.
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presumes that there will be surplus assets in Pacific’s pension plans if and when
the plans are terminated. This presumption is not realistic, as Pacific does not
intend to terminate its pension plans. Furthermore, even though Pacific
recorded zero pension costs in 1997 — 1999, Pacific’s pension costs truly were
zero. Zero was the amount recorded in Pacific’s funding statements filed in
accordance with ERISA and zero was the amount contributed to its plans.
Pacific disputes ORA'’s claim that “nonrecognition of negative pension
costs means that ratepayers . . . cannot benefit from good returns on pension
assets, but higher pension costs may be passed on to them through rates.””19
Pacific represents that there were zero pension costs in its NRF startup rates and
that it has recorded zero pension costs every year since 1988. Thus, ratepayers
have benefited. Moreover, there is no way under NRF to increase rates due to
increases in pension costs, as NRF broke the link between rates and costs.
Pacific argues that its rate base should not include a prepaid pension asset
as Overland suggests.20 This is because the Commission determined in
D.91-07-056 that the composition of rate base should be the same as that used to
determine Pacific’s startup revenue requirement in D.89-12-048.2 Pacific states
that a prepaid pension asset was not included in the rate base used to determine
Pacific’s startup revenue requirement, and Overland has not cited any
Commission decision that includes a prepaid pension asset in rate base. As a
result, Overland’s proposal to include a prepaid pension asset in rate base

constitutes retroactive ratemaking.

19 ORA Brief, p. 9.
20 QOverland Exhibit Phase 2A: 404, Volume 2, pp. 7-12.
21 D.91-07-056, 41 CPUC 2d 89, 1109.
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Pacific argues that Overland fabricates an unnecessary step of the ACM
calculation by using the unauthorized prepaid pension asset to reduce the assets
in the numerator of the ACM formula. Pacific asserts that if pension assets
exceed the present value of future benefits, as was the case with Pacific, the ACM
will produce zero pension costs and there will be no prepaid pension asset to

affect ACM calculations in future years.

3. Discussion
During the audit period of 1997 through 1999, Pacific’s pension assets

exceeded the present value of Pacific’s pension obligations. When pension assets
exceed pension obligations, the mechanical application of the ACM formula
produces negative pension costs. The central issue is whether Pacific was
required to report negative pension costs for regulatory accounting purposes as
Overland and ORA contend, or zero pension costs as Pacific contends.

To resolve this issue, we turn to D.88-03-072. There, the Commission
considered if the ACM should be replaced with SFAS 87 for regulatory
accounting and ratemaking purposes. To reach a decision on this matter, the
Commission employed several criteria. One criterion was that regulatory
accounting for pensions should reflect the method used by utilities to fund their
pension plans.22 Because the ACM satisfied this criterion, while SFAS 87 did not,
the Commission concluded that the ACM should continue to be used for
regulatory accounting and ratemaking purposes.3

The guiding principle that emerges from D.88-03-072 is that Pacific was
required during the audit period to use the ACM for regulatory accounting

purposes in the same way that Pacific used the ACM for pension funding

22 D.88-03-073, 27 CPUC 2d 550, 551-52, 553, 554-55, and 556.
23 1d., 551, 555, 556, and 557.
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purposes. Pacific adhered to this principle. In particular, Pacific made no
contributions to its pension plans during the audit period because contributions
are not necessary under the ACM when, as was the case with Pacific, pension
assets exceed pension obligations.24 Consistent with D.88-03-072, Pacific
recorded zero pension expense under the ACM for regulatory accounting
purposes because zero was the amount that Pacific contributed to its pension
plans.

Although we conclude that Pacific properly recorded zero pension
expense during the audit period, we find that the use of the ACM for regulatory
accounting purposes in the same way that the ACM is used for pension funding
purposes has several flaws that were not considered by D.88-03-072. All of the
flaws are tied to the fact that Pacific’s pension plans were significantly over
funded during the audit period.

The record of this proceeding leaves no doubt that Pacific’s pension plans
were over funded. Overland testified that Pacific withdrew $99 million from one
of its pension trusts in 1999.25 In order to do so, Pacific Bell certified to the U.S.
Department of Labor that its pension trust contained excess assets.2¢ In addition,
Overland’s testimony shows that the fair market value (FMV) of Pacific’s pension
assets on December 31, 1999, exceeded by $4.8 billion the present value of all
pension benefits that Pacific expected to pay to its then current retirees,

employees, and other qualified beneficiaries.?

24 Ppacific Exhibit Phase 2A: 310, pp. 7 - 8.
25 QOverland Exhibit Phase 2A: 404, Volume 2, pp. 7-28 and 7-31.
26 Overland Exhibit Phase 2A: 402, Part 1, p. 16.

27 $4.8 billion = $13.1 billion FMV of pension assets ($6.5 billion FMV of the assets in Pacific’s
management plan + 94% of the $7.0 billion FMV of the assets in Pacific’s bargained-for plan)
less $8.3 billion present value of projected benefits (PVPB) ($4.5 billion PVPB for the

Footnote continued on next page.
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We are not persuaded by Pacific’s argument that its pension plans were
not over funded, but experienced unexpectedly high earnings on pension assets.
This is a distinction without a difference. The purpose of funding a pension plan
in accordance with the ACM is to provide a steady stream of contributions to the
pension fund that, together with anticipated earnings on pension fund assets,
will be sufficient to pay for all pension benefits that will eventually be provided
to all current retirees, employees, and other qualified beneficiaries.22 Thus, the
amount of funding is inextricably linked to earnings on pension plan assets. If
the pension assets earn more then anticipated, as was apparently the case with
Pacific, then over funding occurs. Additionally, the over funded status of
Pacific’s pension plans was not due solely to high earnings on pension assets as
Pacific seems to suggest. It was also caused by a reduction in Pacific’s pension
obligations due to Pacific’s termination of thousands of employees.2

We disagree with Pacific’s claim that the notion that Pacific has surplus
pension assets presumes that Pacific will terminate its pension plans — something
that Pacific does not intend to do. The funded status of Pacific’s pension plans
does not hinge on whether Pacific intends to terminate its plans. If Pacific’s
pension obligations exceed its pension assets, then its pension plans are under

funded regardless of whether Pacific intends to terminate the plans. Likewise, if

management plan + 94% of the $4.0 billion PVPB for the bargained-for plan). (Overland
Exhibits Phase 2A: 402, Part 2, Attachment S7-2, Phase 2A: 403, p. 4, lines 5 - 10, and
Phase 2A, 404, Attachment 7-3.) The PVPB is a measure of Pacific’s pension obligations
made in accordance with the ACM.

28 D.90642, 2 CPUC 2d 89, 153.

29 QOverland Exhibit Phase 2A: 404, Volume 2, p. 7-10. Pacific Telesis’ projected pension benefit
obligation (PBO) declined from $8.2 billion in December 1997 to $7.6 billion in December
1999. (Id., Attachment 7.3.) Pacific Bell’s PBO comprised 94% of Pacific Telesis’ PBO as of
December 31, 1999. (Id.) The PBO is a measure of Pacific’s PBOP obligations made in
accordance with SFAS 87.
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Pacific’s pension assets exceed its pension obligations, as was the case during the
audit period, then Pacific’s pension plans are over funded regardless of whether
Pacific intends to terminate the plans.

Under D.88-03-072, Pacific’s pension costs are equal to the amount that
Pacific contributes to its pension plans. Because Pacific’s pension assets
exceeded its pension obligations, it is evident in retrospect that Pacific had
previously contributed too much to its pension plans and, therefore, had
recognized more pension costs for regulatory accounting purposes than the
actual cost of providing pension benefits. The only way to amortize the over
funding under D.88-03-072, which set pension expense equal to pension funding,
Is to use the surplus pension assets to offset new pension liabilities accrued in the
future. In other words, the utility contributes nothing to its pension plans and
records zero pension costs until such time as the surplus pension assets are
consumed by new pension liabilities.

This approach is problematic for several reasons. First, the approach is ill
suited to situations where a utility, such as Pacific, has accumulated far more
pension assets than the actual cost of providing pension benefits to its current
retirees, employees, and other beneficiaries. Without the ability to record
negative pension costs, pension over funding can persist indefinitely as
evidenced by Pacific’s recording of zero pension costs every year since 1989.

Second, the method of pension accounting adopted by D.88-03-072 has
resulted in a manifestly gross overstatement of Pacific’s pension costs. It bears
repeating that Pacific’s pension assets in 1999 exceeded by $4.8 billion the present
value of all future pension benefits that Pacific expected to pay to its then current
retirees, employees, and other qualified beneficiaries. Put differently, the

amount that Pacific previously contributed to its pension plans and recognized
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as an expense for regulatory purposes exceeded by $4.8 billion the actual cost of
providing pension benefits. We know of no situation outside the realm of
pension accounting where such a gross overstatement of costs would be
permitted to occur and remain uncorrected for an indefinite period of time.

Third, it was the Commission’s intent in D.88-03-072 that the costs
incurred by a utility to provide pension benefits to a utility employee be spread
evenly over the career of the employee, just as depreciation expense is
recognized over the life of the depreciable asset.2® Thus, the Commission
contemplated in D.88-03-072 that utilities would record a steady stream of
positive pension expense under the ACM, just as utilities record positive
depreciation expense year after year. The Commission’s intent has not been
realized, however, as Pacific has recorded zero pension expense under the ACM
every year since 1989 because of pension over funding. An analogous situation
would have occurred if Pacific had recorded zero depreciation expense every
year since 1989 because Pacific had recorded too much depreciation expense in
previous years.

Fourth, as pointed out by ORA, the use of the ACM in manner required by
D.88-03-072 has an asymmetric effect on utility earnings and ratemaking. If
under funding occurs because, for example, earnings on pension assets have
been less than anticipated, the ACM amortizes the shortfall by increasing
pension expense (and funding) over the remaining service lives of active
employees. Conversely, if over funding occurs, the ACM amortizes the excess by
decreasing pension expense (and funding) over the remaining service lives of

active employees, subject to the limitation that pension expense (and funding)

30 D.88-03-072, 27 CPUC 2d 550, 552, 554, 556.
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cannot fall below zero. Thus, there is no limit on how much pension expense can
increase to make up for under funding, but there is a floor on how much pension
expense can decrease to make up for over funding. The result is a regulatory
process that easily accommodates the full impact of pension under funding, but
not pension over funding. Ratepayers are exposed to the risks associated with
pension under funding, but do not participate fully in the benefits associated
with pension over funding.

Finally, there is nothing in D.88-03-072 that can be reasonably interpreted
as allowing Pacific to report higher costs to provide pension benefits than the
actual cost of providing such benefits. To the contrary, the Commission
repeatedly stated in D.88-03-072 that the function of the ACM as used for
regulatory purposes is to evenly spread the costs incurred by utilities to provide
pension benefits over the work years of the employees.3t Thus, D.88-03-072
explicitly contemplated that the amount of pension costs recognized for
regulatory purposes should equal the actual costs that utilities reasonably incur
to provide pension benefits. Unfortunately, the very goal the Decision had in
mind was inadvertently undermined by the Decision’s determination to link
pension expense to pension funding. Because utilities cannot readily withdraw
surplus assets from their pension funds, the method of regulatory accounting for
pension costs adopted by D.88-03-072 has resulted in far more pension costs
being recognized for regulatory purposes than the actual cost of providing
pension benefits to current retirees, employees, and other beneficiaries.

Having concluded that Pacific’s pension plans were significantly over

funded during the audit period, we next consider what course of action to take in

31 D.88-03-072, 27 CPUC 2d 550, 551-52, 554, 555, 556, and 557.
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light of the over funding. One possibility is to continue the current practice of
amortizing the over funding, to the extent possible, by recording zero pension
costs until such time as the over funding is consumed by new pension liabilities.
We decline to adopt this approach because of its previously described flaws.

The other possibility is to prospectively recognize negative pension costs
under the ACM in the manner proposed by Overland and ORA. The benefit of
this approach is that it provides greater assurance that the pension costs that
Pacific reports for regulatory accounting purposes will, over time, reflect the
actual costs incurred by Pacific to provide pension benefits to its current retirees,
employees, and other beneficiaries. This is a very significant benefit, as our
ability to make informed decisions about the regulatory framework governing
Pacific and the rates that Pacific should be allowed to charge millions of
Californians depends on Pacific providing accurate information about the actual
costs it incurs to provide utility services to the public.

We are not persuaded by Pacific’s argument that the recognition of
negative pension costs for regulatory accounting purposes would require Pacific
to withdraw assets from its pension funds, which is generally prohibited by
federal law except under specified circumstances. The record in this proceeding
shows that Pacific has recognized negative pension costs for many years in the
financial reports that it submits to the SEC, FCC, and its shareholders, and that
doing so has not caused Pacific to withdraw assets from its pension funds or to

violate federal laws.32 Likewise, the recognition of negative pension costs for

32 Qverland Exhibits Phase 2A: 402, Part 1, p. 14, and Phase 2A: 404, Volume 2, pp. 7-12.
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Commission regulatory accounting purposes should not require Pacific to
withdraw assets from its pension funds or violate federal laws.33

We are not convinced by Pacific’s argument that it is inappropriate to
recognize negative pension costs for regulatory purposes because pension fund
assets are held in trust for Pacific’s current and future retirees, not Pacific or its
ratepayers. Any suggestion that today’s decision will reduce the pension assets
available to Pacific‘s current and future retirees is misleading and incorrect. The
recognition of negative pension costs will have no effect on pension assets for the
reasons stated in the previous paragraph. Additionally, the Commission has the
power to determine a reasonable level of pension costs for regulatory accounting
purposes.3 We conclude that a reasonable level of pension costs for regulatory
purposes is the actual costs incurred by utilities to provide pension benefits to
their current retirees, employees, and other beneficiaries. The ACM adopted by
D.88-03-072 has not resulted in a reasonable level of pension costs for the reasons
described previously, while the modified ACM adopted by today’s decision
should result in a reasonable level of pension costs over time.

We disagree with Pacific that it would be inconsistent with D.88-03-072 to
recognize negative pension costs on a prospective basis. According to Pacific,

the Commission knew when it issued D.88-03-072 that (1) Pacific had surplus

33 The amount of pension costs reflected in rates does not have to equal the amount that a
utility contributes to its pension plans. For example, in D.93-11-011 the Commission found
that the total amount of pension costs that Pacific recovered in rates during 1984 - 1993
exceeded its contributions by $570 million. (D.93-11-011, 51 CPUC 2d 728, 767, 773.) This
shows that the amount of pension costs reflected in Pacific’s rates can be different than the
amount contributed to Pacific’s pension plans, which indicates that it would be feasible to
recognize negative pension costs for ratemaking purposes (e.g., via an earnings sharing
mechanism), even if Pacific has not withdrawn funds from its pension plans.

34 Pub. Util. Code Sections 701 and 728 provide the Commission with authority to determine
what costs are just and reasonable, and to disallow costs not found to be just and reasonable.
D.00-02-046, 2000 Cal. PUC LEXIS 239, *46.)
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pension assets and (2) the existence of surplus assets does not result in negative
pension costs under the ACM. Pacific’s argument is premised on testimony that
it submitted in the proceeding that led to D.88-03-072. However, in the portions
of the testimony cited by Pacific, Pacific’s witnesses essentially denied that
Pacific had surplus pension assets.?s Furthermore, D.88-03-072 never states that
Pacific had surplus pension assets. In fact, the Decision expressed doubt about
allegations by Commission staff that Pacific had surplus assets.3 On the other
hand, Pacific is correct that one of its witnesses in the proceeding that led to
D.88-03-072 did testify that the ACM does not produce negative pension costs.3’
However, there is no indication that the Commission agreed with Pacific. To the
contrary, the Commission in D.88-03-072 and D.92-12-015 held out the possibility
of future disallowances of Pacific’s pension costs due to surplus pension assets,38
which suggests that the Commission foresaw the possibility of negative pension
costs under the ACM.

We disagree with Pacific’s contention that the recognition of negative
pension costs is inconsistent with NRF, particularly if doing so results in sharable
earnings. We conclude that it is necessary to recognize negative pension costs
for regulatory purposes in order to reflect the actual costs incurred by Pacific to
provide pension benefits. There is nothing inconsistent with NRF in recognizing

the actual costs that Pacific incurs.

35 Pacific Exhibit Phase 2A: 307, Attachment 4, p. 16, lines 22 - 25.

36 D.88-03-072, 27 CPUC 2d 550, 555. The reasons given for the Commission’s doubt mirror
Pacific’s testimony in that proceeding. (Pacific Exhibit Phase 2A: 307, Attachment 4, p. 15,
lines5-22.)

37 Pacific Exhibit Phase 2A: 307, Attachment 3.
38 D.88-03-072, 27 CPUC 2d 550, 555. See also D.92-12-015, 46 CPUC 2d 499, 516.
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For the preceding reasons, we will require Pacific to record and report
negative pension costs and an offsetting prepaid pension asset under the ACM
when pension assets exceed pension obligations. This requirement shall become
effective beginning in the first full calendar year after the effective date of today’s
decision. Pacific does not persuade us that it is inappropriate to recognize a
prepaid pension asset (PPA) for regulatory purposes. The recognition of PPAS is
a well-established accounting practice.?®* Indeed, the record of this proceeding
demonstrates that Pacific recorded a PPA, although it is unclear whether, and to
what extent, Pacific reported the PPA for regulatory purposes.40

We agree with Pacific that recognizing negative pension costs does not
mean that Pacific has actually received money by, for example, withdrawing
assets from its pension trusts. Therefore, to the extent that recognizing negative
pension costs results in lower rates, Pacific must finance the amount of negative
pension costs reflected in rates. Accordingly, we will authorize Pacific to include
a PPA in rate base in an amount not to exceed the cumulative negative pension
costs actually passed through to ratepayers via an earnings-sharing mechanism
or other regulatory procedure the Commission may implement in the future.4

Except for the amount of the PPA included in rate base, we adopt on a
prospective basis Overland’s method of determining the PPA and negative

pension costs under the ACM. Thus, the PPA should equal the cumulative

39 Accounting Principles Board Opinion No. 8, Para. 18, Overland Exhibit Phase 2A: 408, p.
254: SFAS 87, Paras. 35, 101, and 103, Pacific Exhibit Phase 2A: 333, Binder 2, Tab 22.

40 Overland Exhibits Phase 2A: 404, Volume 2, pp. 7-29, and Phase 2A: 402, Part 2, p. S7-2.

41 Pacific incurs no financial costs associated with negative pension costs that are not reflected
in rates. Hence, there is no need to include such costs in rate base.
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amount of negative pension costs, less any amortization,*2 and be included in
rate base to the extent described previously. The PPA should also be used to
reduce the value of pension assets included in the numerator of the ACM
formula. All financial monitoring reports that Pacific submits in the future shall
reflect pension costs and the PPA determined in accordance with today’s
decision.

As a final matter, we hereby direct the next audit of Pacific Bell to include
an examination of Pacific’s pension assets, obligations, and costs that Pacific
reported during 2000 and subsequent years.#? The amount of pension assets,
obligations, and costs reported for these years should be adjusted, as
appropriate, to reflect the audit findings. We are particularly interested in
finding out how Pacific used its surplus pension assets during the period
covered by the audit. If appropriate, the auditors should engage an enrolled
actuary to assist in the audit. Pacific Bell shall cooperate fully with the audit by,
for example, promptly providing whatever information the auditors deem
necessary or relevant (unless the Commission determines that such information

cannot be disclosed because of a valid legal privilege).

42 \We adopt a two-pronged approach to amortizing the PPA. First, the PPA included in rate
base should be amortized when positive pension costs are passed through to ratepayers via
an earnings-sharing mechanism or other regulatory procedure. Second, positive pension
costs that are not passed through to ratepayers should be used to amortize the portion of the
PPA that is not included in rate base. In both cases, the positive pension costs would not be
paid with new contributions to Pacific’s pension trusts, but with the PPA (i.e., with assets
that are already in the pension trusts).

43 The pension audit may examine years prior to 2000 if the auditors determine this would be
necessary or desirable for understanding Pacific’s pension assets, obligations, and costs in
2000 and subsequent years.
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B. Accounting for the Transfer of Pension Assets
1. Audit Findings
Decision 92-12-015 ordered Pacific to use surplus pension assets to pay for

the costs that Pacific incurs to provide post-retirement benefits other than
pensions (PBOPs)# to the extent allowed by the Internal Revenue Code (IRC)
and employee unions.4s Under IRC § 420, a company may annually make one
non-taxable transfer of surplus assets in a pension trust to an IRC § 401(h)
account. The transferred pension assets may only be used to pay for PBOP costs
incurred during the year of transfer.

Pacific Bell's pension plan for salaried employees was merged into the SBC
Cash Balance Plan on January 1, 1999. On December 21, 1999, the SBC Cash
Balance Plan transferred $280 million to an IRC § 401(h) account as permitted by
IRC 8 420. The 8§ 401(h) account was part of the pension trust, so no funds left the
trust at this point. The § 401(h) account then disbursed $99 million to Pacific Bell
to reimburse Pacific for contributions that it had made to a separate PBOP trust
earlier in the year.46 The funds were transferred to Pacific as cash available for
unrestricted corporate use.4’ Pacific accounted for the transfer as a negative
contribution to its pension trust. Pacific's accounting did not reduce its recorded
expenses for pensions or PBOPs, or otherwise affect its net income.

Overland posits that the result of the transaction is clear: Pacific’s pension

assets decreased by $99 million, Pacific's unrestricted cash account increased by

44 The PBOPs provided by Pacific consist of (i) post-retirement discounts on telephone service
and (ii) medical, dental, and life insurance benefits.

45 D.92-12-015, OP 2.g., 46 CPUC 2d 499, 533.
46 Overland Exhibit Phase 2A: 409, Table 7 of 7.

47 The transfer of pension funds increased Pacific’s taxable income in 1999 by $99 million.
(Overland Exhibit Phase 2A: 402, Part 2, p. S7-3.) Pacific did not report the increased taxable
income for regulatory purposes. (Overland Exhibit Phase 2A: 404, Volume 2, p. 7-28.)
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$99 million, and the assets held by the PBOP trust did not change. Therefore, the
effect of the transaction was to transfer $99 million from Pacific Bell’s pension
trust to Pacific’s cash account as funds available for unrestricted corporate use.
Overland concludes that Pacific Bell violated the Commission’s policy regarding
the proper use of surplus pension assets and recommends that the Commission
reduce Pacific’s 1999 after-tax intrastate regulated PBOP expense by $41 million.
Overland states that the following excerpt from SBC's 2001 Annual Report

to Shareholders shows that pension trust withdrawals continued in 2000 and 2001:

In December 2001 and 2000, under the provisions of

Section 420 of the Internal Revenue Code, we transferred

$286 (million) and $220 (million) in pension assets to a

health care benefit account for reimbursement of certain

retiree health care benefits paid by us.

The $99 million of pension assets received by Pacific Bell in 1999

represented 35% of the $280 million withdrawn from SBC's Cash Balance Plan in
December 1999. Based on that percentage, Overland estimates that Pacific's

portion of the 2000 and 2001 pension trust withdrawals totaled $177 million.

2. Position of the Parties
a. TURN
TURN supports Overland’s recommendation to reduce Pacific’s after-tax

intrastate regulated expense for PBOPs by $41 million in 1999. TURN also
questions the propriety of Pacific’s use of pension assets. During the first year
that sharing was suspended, Pacific used pension assets to pay for current PBOP
expenses, which freed up an equivalent amount of cash for unrestricted
corporate use. TURN states that the Commission should not allow Pacific to

employ NRF as a means to transfer pension assets to the company’s bottom line.

-28 -



R.01-09-001, 1.01-09-002 ALJ/TIM/hkr DRAFT

TURN is also concerned about the effect the transfer will have on future
pension expense. By withdrawing assets from its pension fund, Pacific will have
fewer pension assets to pay for pension costs in the future. Consequently, Pacific
has used NRF to reap a cash windfall of $41 million while simultaneously

increasing future pension costs by the same amount.

b. Pacific

Pacific states that IRC § 420 allows companies to use surplus pension
assets to pay for PBOP costs and that D.92-12-015 encouraged utilities to do so0.48
Pacific asserts that its transfer of pension assets under § 420 did not increase
Pacific’s unrestricted cash accounts by $41 million as Overland and TURN
contend because Pacific had expended the same amount of cash earlier in the
year to pay for PBOP costs.

Pacific represents that the § 420 transfer had no impact on its PBOP costs
because such costs are accounted for under SFAS 106 as required by D.92-12-015.
The use of pension assets to pay for PBOP cost does not impact the SFAS 106
calculation. Similarly, the 8 420 transfer had no impact on pension costs because
the Commission requires pension costs to be determined in accordance with the
ACM, and the § 420 transfer does not impact the ACM calculation. Accordingly,
Overland’s recommendation to reduce Pacific’s recorded expenses in 1999 by
$41 million lacks foundation.

Pacific acknowledges TURN'’s concern about the effect the transfer of
pension assets might have on Pacific’s pension costs in the future. Pacific states
that it would be appropriate to reduce its pension costs in future years when the

ACM results in pension costs that are higher than they otherwise would have

48 D.92-12-015, 46 CPUC 2d 499, 515.
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been had the 8§ 420 transfer not occurred.4® Thus, the § 420 transfer should have
no impact on Pacific’s future regulated earnings.

Finally, Pacific represents that there were no transfers of pension fund
assets to Pacific after 1999 as Overland suggests. Although SBC did transfer
additional assets from its pension trust pursuant to § 420 in 2000 and 2001, those

transfers were to other SBC companies, not Pacific.

3. Discussion
The issue before us is whether Pacific should have reduced the PBOP costs

that it reported for intrastate regulatory purposes in 1999 by the amount of such
costs that were paid with assets transferred from one of Pacific’s pension funds.
We find that Pacific should have for the following reasons. First, D.92-12-015
ordered Pacific to use surplus pension fund assets to pay for PBOP costs to the
extent allowed by the IRC and employee unions.®® The obvious purpose of the
Commission’s order was to reduce the PBOP costs that Pacific reported for
regulatory purposes.5! Pacific Bell frustrated the intent of the Commission’s
order when it reported that it had incurred PBOP costs that were, in fact, paid
with surplus pension assets. Furthermore, because Pacific’s ratepayers provided
the assets in Pacific’s pension fund that were used to pay for PBOP costs, it was
improper for Pacific to claim as an expense the PBOP costs that were not paid by
Pacific, but with pension fund assets provided by ratepayers.

We are not persuaded by Pacific’s argument that it was not enriched by the
receipt of $41 million from the pension trust fund because Pacific had expended

the same amount earlier in the year to pay for PBOP costs. Pacific treated the

49 The reduction would be reflected when the ACM produces positive pension costs.
50 D.92-12-015, OP 2.g., 46 CPUC 2d 499, 533.
51 D.92-12-015, 46 CPUC 2d 499, 516, 524, and 533.
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$41 million as taxable income for federal tax purposes, which demonstrates that
Pacific was, in fact, enriched by the transaction.52 In any event, the issue is not
whether Pacific was enriched by the transaction, but whether Pacific should have
reduced its PBOP costs by the amount of such costs that were reimbursed with
surplus pension assets. We find that Pacific should have.

Second, Pacific effectively double counted the costs that it reported for
regulatory purposes to provide PBOP and pension benefits. Pacific first reported
the costs as pension expense many years ago. The pension expense was
recovered from ratepayers and placed into Pacific’s pension funds, ultimately
resulting in the accumulation of surplus pension fund assets. Pacific reported
the costs a second time for regulatory purposes when it reported $41 million in
intrastate PBOP expense that was actually paid with the pension fund assets that
had been previously collected from ratepayers as a pension expense.s

Finally, Pacific claims that its pension expense for regulatory purposes is
equal to the amount that it contributes to its pension funds. Pacific recorded the
8 420 transfer as a negative contribution to its pension funds,54 but Pacific did not
reduce its pension expense to reflect the negative contribution. Pacific can not
have it both ways — that positive contributions to its pension funds should be
recorded as an expense while negative contributions should have no effect on

Pacific’s recorded expenses. We conclude that negative contributions (i.e.,

52 Qverland Exhibit Phase 2A: 402, Part 2, p. S7-3. Pacific did not report the receipt of
$41 million as taxable income for regulatory purposes (Overland Exhibit Phase 2A: 404,
Volume 2, p. 7-28). Today’s decision treats the $41 million as reduction in Pacific’s
tax-deductible PBOP costs, which is tantamount to treating the $41 million as taxable income.

53 As TURN points out, Pacific might have reported the costs a third time if and when it
reports positive pension costs that otherwise would have been paid with surplus pension
assets that Pacific had previously used to pay for PBOP costs.

5 Qverland Exhibit Phase 2A: 402, Part 2, p. S7-2.
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withdrawals) that are used for non-pension purposes should be recorded as a
reduction in Pacific’s expenses — in this case a reduction in Pacific’s PBOP costs.
We accept at face value Pacific’s representation that it did not use surplus
pension assets to pay for PBOP costs in 2000 and 2001. Nevertheless, we will
require that the next audit of Pacific include an examination of Pacific’s pension
funds to verify Pacific’s representation. For all years beginning in 2000 and
thereafter, Pacific shall reduce its reported PBOP costs by any amounts paid with

pension fund assets as required by D.92-12-015.

C. Disposition of Surplus Pension Assets
1. Audit Findings
On December 31, 1999, the fair market value of the assets in Pacific Bell's

pension trusts exceeded by $4.8 billion the present value of all pension benefits
that Pacific expected to pay to its then-current retirees, employees, and other
beneficiaries.®s Overland states that Pacific’s withdrawal of $99 million from one
of its pension trusts in 1999 for general corporate purposes raises the concern
about Pacific’s commitment to using surplus pension assets for the sole purpose
of providing retirement benefits. In light of this concern, Overland recommends

that the Commission address the disposition of the surplus pension assets.

2. Position of the Parties
a. ORA
ORA agrees with Overland that Pacific’s pension plans are over funded.

Given the over funding, ORA recommends that the Commission “true-up” the

surplus pension assets in Phase 3 of this proceeding.

55 See Footnote 27, supra. As of December 31, 1999, the fair market value of Pacific’s pension
assets exceeded Pacific’s projected pension benefit obligation (PBO) by $5.9 billion.
(Overland Exhibit Phase 2A: 404, Volume 2, pp. 7-12 and 7-13.) The PBO is a measure of
Pacific’s pension obligations made in accordance with SFAS 87.
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b. Pacific

Pacific argues that the very notion of surplus pension assets hinges on the
assumption that Pacific will terminate its pension plans, thereby freeing up the
surplus assets. Pacific states that it has no plans to terminate its pension plans.

Pacific states that although its pension plans had surplus assets during the
audit period, the financial status of its pension plans can change significantly
over time. For example, during the two-year period ending on December 31,
2001, Pacific’s pension assets decreased 22% while its pension obligations
increased by $260 million. Pacific avers that the Commission recognized the
ephemeral nature of surplus pension assets in D.92-12-015 when it stated that
“[s]urplus pension assets generally result from volatile changes in the investment
markets which cannot be predicted with any accuracy.>6”

Pacific cautions against the adoption of ORA’s proposal to true up the
surplus pension assets in Phase 3. Pacific states that if the Commission were to
reduce Pacific’s rates for a true-up, the Commission may have to increase rates in
the future should the value of Pacific’s pension assets reach a point where
positive funding is required. Pacific opines that opening this Pandora’s box is
against ratepayer interest and contrary to the fundamental principles of NRF.

3. Discussion

Pacific’s pension plans were significantly over funded throughout the

audit period of 1997 - 1999.57 On December 31, 1999, the fair market value of

Pacific’s pension assets exceeded by $4.8 billion the present value of all pension

56 D.92-12-015, FOF 32, 46 CPUC 2d 499, 530.
57 QOverland Exhibit Phase 2A: 404, Volume 2, pp. 7-12 and 7-13, and Attachments 7-3 and 7-4.
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benefits that Pacific expected to pay to all of its then-current retirees, employees,
and other beneficiaries.s8

Because the surplus pension assets were accumulated over a period of
many years with funds that were contributed by ratepayers, we agree with
Overland that it is appropriate to prescribe the regulatory disposition of the
surplus pension assets. Accordingly, we will order Pacific to use pension assets
only for their intended purpose of providing pension benefits and, to the extent
authorized by D.92-12-015, PBOPs to Pacific’s employees, retirees, and their
families. Any pension assets not used for this purpose shall be refunded to
Pacific’s ratepayers.

In its audit report, Overland noted that Pacific Bell did not have
stand-alone actuarial reports for its pension plans. Instead, information
concerning Pacific’s pension plans was aggregated with those of Pacific Telesis,
which hindered Overland’s ability to determine the funded status of Pacific’s
pension plans.5® We are concerned that auditing and monitoring Pacific’s
pension plans will be even more difficult in the future due to the merger of
Pacific’s pension plan for salaried employees with the SBC Cash Balance Plan.
Therefore, to help ensure that pension assets funded by Pacific’s ratepayers are
used only for the purpose authorized by today’s decision, we will require Pacific
to (1) establish procedures to segregate its pension costs, assets, and obligations
from SBC’s other pension costs, assets, and obligations for actuarial, accounting,
and reporting purposes, and (2) prepare an annual actuarial report, certified by

an enrolled actuary, that shows Pacific’s pension costs, assets, and obligations on

58 See Footnote 27, supra.

59 Qverland Exhibit Phase 2A: 403, p. 4. Pacific Telesis was Pacific’s parent company prior to
Pacific’s merger with SBC.
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a stand-alone basis. Pacific shall establish the aforementioned procedures within
60 days. Pacific shall commence the preparation of the stand-alone actuarial
report beginning with calendar year 2004.

We decline to adopt ORA'’s proposal to true-up Pacific’s pension assets in
Phase 3 of this proceeding. We do not believe a true-up is necessary, as the ACM

aligns pension obligations with the value of pension assets over time.s0

IV. Audit Issues Re: Post Retirement Benefits Other than Pensions
A. Write Off of the PBOP Regulatory Asset in 1998
1. Audit Findings
Pacific Bell provides PBOPs to retired employees and their qualified

beneficiaries. For many years Pacific funded its PBOP costs as the benefits were
paid to retirees. This method of funding was referred to as pay-as-you-go, or
PAYGO. Pacific’s recognition of PBOP costs for accounting purpose mirrored
PAYGO, and Pacific’s rates were set in a way that provided Pacific with a
reasonable opportunity to recover its PAYGO costs.

In 1990, the Financial Accounting Standards Board issued Statement of
Financial Accounting Standard No. 106 (SFAS 106), which requires accrual
accounting for PBOP costs. In D.92-12-015, the Commission replaced PAYGO
accounting for PBOP costs with a modified form of accrual accounting based on
SFAS 106.

Pacific Bell implemented SFAS 106 on January 1, 1993, for Commission
regulatory purposes. Under SFAS 106, Pacific records PBOP costs as the PBOP

60 For the reasons described previously, the ACM might not align pension assets and
obligations over time if negative pension costs are not recognized under the ACM. Today’s
decision requires the recognition of negative pension costs.
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benefits are earned by employees.6! Thus, by the time an employee has retired,
Pacific under SFAS 106 has already recorded as an expense all PBOP benefits
owed to the employee. In contrast, the recognition of PBOP costs under PAYGO
does not begin until PBOP benefits are actually paid to the retired employee.

Pacific’s annual accruals of PBOP costs under SFAS 106 were initially
higher than its PAYGO costs. This was because SFAS 106 required Pacific to
recognize not only the cost of the PBOPs earned by employees during the year,
but also a portion of the liability for PBOPs that were earned by employees and
retirees prior to the adoption of SFAS 106. The liability for PBOPs earned by
employees and retirees prior to the adoption of SFAS 106 is known as the
Transition Benefit Obligation (TBO). Decision 92-12-015 required Pacific to
amortize its TBO over 20 years for regulatory purposes.52

Decision 92-12-015 limited the amount of SFAS 106 costs that Pacific could
record and report for regulatory accounting purposes to the amount of Pacific’s
tax-deductible contributions to independent PBOP trusts. Any SFAS 106 costs in
excess of tax-deductible contributions were to be capitalized as a PBOP

regulatory asset. The regulatory asset could be amortized as an expense and

61 The annual accrual of PBOP cost under SFAS 106 consists of the following elements:
(1) service cost; (2) interest on the accumulated postretirement benefit obligation; (3) actual
return on plan assets; (4) amortization of gains and losses due to plan changes or changes in
actuarial assumptions; and (5) amortization of the transition benefit obligation. The annual
service cost is the change in the expected benefit obligation (EBO) attributable to employee
service during the year. (SFAS 106, Paragraph 47, Pacific Exhibit Phase 2A: 333, Binder 2,
Tab 25, Para. 46.) The EBO reflects the present value of the benefits expected to be paid to
plan participants, including benefits attributable to future service. (Id., Paragraph 20.)

62 D.92-12-015, OP 1.c., 46 CPUC 2d 499, 532. Pacific’s TBO on January 1, 1993, was $2.4 billion.
(Overland Exhibit Phase 2A: 404, Volume 2, p. 7-20, Table 7-5.)
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“recovered” in future years to the extent that Pacific’s contributions to PBOP
trusts exceeded its SFAS 106 costs.63

Decision 92-12-015 authorized Pacific to recover some, but not all, of its
SFAS 106 costs via the Z-Factor. In particular, D.92-12-015 limited recovery of
SFAS 106 costs via the Z-Factor to the lesser of Pacific’s (1) tax-deductible
contributions to PBOP trust funds, or (2) SFAS 106 costs less PAYGO cost.54

Following the issuance of D.92-12-015, Pacific recovered $107.5 million in
SFAS 106 costs via the Z-Factor in 199355 and $99.5 million per year during 1994
through 1998, for a total of $605 million.s? In D.98-10-026, the Commission
eliminated Z-Factor recovery of SFAS 106 costs effective January 1, 1999.
Importantly, D.98-10-026 did not alter the requirement adopted in D.92-12-015 to
use SFAS 106 for regulatory accounting purposes.

Pacific recorded a PBOP regulatory asset equal to the difference between
its PBOP costs determined in accordance with SFAS 106 and its tax-deductible
contributions to external PBOP trusts. In October 1998, Pacific wrote off the
balance of its PBOP regulatory asset. The pre-tax intrastate amount of the

write-off was $400 million. Pacific’s rationale for the write-off was as follows:

Creation of the . . . [PBOP] regulatory asset was predicated
on the . .. recovery of the incremental cost of adopting
SFAS 106 . .. In D.98-10-026 (Ordering Paragraph 1.e.6), the
[Commission] eliminated the $99.5 million annual revenue
stream that had been established in D.92-12-015 for that
express purpose. Without this PBOP cost recovery there

63 D.92-12-015, OP 4, 46 CPUC 2d 499, 533.

64 D.92-12-015, OP 8, 46 CPUC 2d 499, 533.

65 D.01-04-019, 2001 Cal. PUC LEXIS 306, *2; Resolution T-15160, mimeo., pp. 9 and 11.
66 D.98-10-026, 82 CPUC 2d 335, 366; Resolution T-15442, mimeo., pp. 35, and 7.

67 Overland Exhibit Phase 2A: 403, p. 6.
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was no basis for maintaining a regulatory asset[.]
(Overland Exhibit Phase 2A: 404, Volume 2, p. 7-22.)

Overland states that it was improper for Pacific to write off its $400 million
PBOP regulatory asset. According to Overland, D.92-12-015 limits the SFAS 106
costs that Pacific can claim for regulatory purposes in any year to the amount of
Pacific’s tax-deductible contributions to PBOP trusts. Overland recommends
that the Commission require Pacific to record the write-off below the line® to the
extent the write-off, when combined with Pacific’s annual accrual of SFAS 106
costs, exceeded Pacific’s tax-deductible contributions to PBOP trusts in 1998. As
shown in Appendix F of today’s decision, the after-tax intrastate regulated
amount that Overland seeks to have recorded below the line is $165.6 million.

Overland does not believe that it was necessary for Pacific to write off its
PBOP regulatory asset when Z-Factor recovery of SFAS 106 costs was terminated
by D.98-10-026. Overland states that the SFAS 106 Z-Factor was not designed to
recover the PBOP regulatory asset, but the difference between Pacific Bell's
SFAS 106 costs and its PAYGO costs. Consequently, the existence of the PBOP
regulatory asset was never predicated on Z-Factor recovery of SFAS 106 costs.
Rather, the basis for recording the PBOP regulatory asset was the NRF price-cap
formula, which provided Pacific with an opportunity to recover all of its
SFAS 106 costs, including the PBOP regulatory asset. Thus, there was no need
for Pacific to write off its regulatory asset when the Commission terminated

Z-Factor recovery of SFAS 106 costs in D.98-10-026.

68 The term “below the line” describes revenues, costs, investments, and activities that are
deemed to be imprudent or unnecessary to provision of utility service to the public. Items
that are deemed to be “below the line” are generally segregated in, or excluded from, the
financial reports that utilities submit to the Commission.
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Overland recognizes that Ordering Paragraph (OP) 4 of D.92-12-015
required Pacific to establish a PBOP regulatory asset pursuant to SFAS 71, and
that SFAS 71 requires utilities to write off a regulatory asset once it becomes
apparent that the regulatory asset will not be recovered in future rates. Despite
OP 4, Overland states that the Commission in D.92-12-015 explicitly rejected the
conditioning of its PBOP accounting policy on compliance with SFAS 71.6°
Accordingly, the Commission did not intend for SFAS 71 to dictate regulatory
accounting for SFAS 106 costs. Moreover, D.92-12-015 explicitly states that

utilities subject to NRF should recognize a PBOP regulatory asset:

The utilities under NRF should establish a regulatory asset

in their regulatory financial statements to reflect yearly

differences, if any, between their PBOP expense

determined in accordance with [SFAS 106] and their

allowable tax-deductible contributions. We advise

these . .. utilities to provide similar treatment in their

external financial statements. (46 CPUC 2d 499, 523.)
Overland believes that the words "we advise these . . . utilities to provide similar
treatment in their external financial statements” implicitly contemplate the
possibility that the utilities’ regulatory assets might not meet the criteria of
SFAS 71. Thus, this advisory language requires Pacific Bell to record a PBOP
regulatory asset for Commission purposes, regardless of whether the regulatory
asset complied with SFAS 71.

Overland observes that SFAS 71 acknowledges that regulatory accounting

Is determined by regulators, not SFAS 71. Paragraph 55 of SFAS 71 states:

[SFAS 71] does not address an enterprises' regulatory
accounting. Regulators may require regulated enterprises to

69 D.92-12-015, 46 CPUC 2d 499, 522, and Conclusions of Law 8, 9, and 10 at 531-32.
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maintain their accounts in a form that permits the regulator
to obtain the information needed for regulatory purposes.
[SFAS 71] neither limits a regulator’s actions or endorses
them. (Pacific Exhibit Phase 2A: 333, Binder 2, Tab 21.)

Overland testified that for Commission regulatory purposes Pacific
recognizes regulatory assets and liabilities for pension costs, deferred income
taxes, plant impairment losses, and interest during construction because Pacific
is required to do so by the Commission. On the other hand, Pacific does not
recognize these regulatory assets and liabilities for external financial reporting
purposes because Pacific has determined that they do not comply with SFAS 71.
Thus, Pacific Bell's own accounting practices demonstrate that the Commission’s
accounting requirements are not governed by SFAS 71.

Overland states that Pacific Bell determined in 1993 that its PBOP
regulatory asset did not comply with SFAS 71 and, therefore, should not be
reported on the financial statements that Pacific provided to its shareholders and
the SEC. Pacific’s auditors concurred. Therefore, Pacific could not have relied on
SFAS 71 as justification for the PBOP regulatory asset that it reported to the
Commission up until September 1998, since Pacific had known since 1993 that
the regulatory asset did not comply with SFAS 71.

Overland maintains that even if the existence of the PBOP regulatory asset
was dependent on SFAS 71, the regulatory asset met the requirements of SFAS 71
after Z-Factor recovery of SFAS 106 costs was terminated by D.98-10-026. This is
because the termination of the Z-Factor was part of a broader restructuring of
NRF in D.98-10-026. Overland states that it was clearly the Commission’s intent
that the restructured NRF provide Pacific with adequate revenues to recover all
of its costs, including the PBOP regulatory asset. The results of Overland’s audit

demonstrate that the restructured NRF has allowed Pacific to recover all of its
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costs as shown by Pacific’s high, audit-adjusted earnings. Therefore, the
elimination of the SFAS 106 Z-Factor by D.98-10-026 does not justify the write-off
of the PBOP regulatory asset. In any event, Overland says there is nothing in
D.98-10-026 that repealed the requirement established by D.92-12-015 for Pacific
to create and maintain the PBOP regulatory asset.

Overland notes that the FCC's Uniform System of Accounts (USOA)
requires extraordinary losses to be charged to Account 7620, which is a below-

the-line account. The USOA provides the following description of Account 7620:

This account shall be debited with nontypical,
noncustomary and infrequently recurring losses which
would significantly distort the current year's income
computed before such extraordinary items, if reported
other than as extraordinary items.

Overland believes that Pacific’s write-off of the PBOP regulatory asset satisfies
the requirements for inclusion in Account 7620, since the write-off was a
material, nontypical, noncustomary, and infrequently recurring loss.”® Therefore,
iIf the Commission determines that it was proper for Pacific to write off its PBOP
regulatory asset in 1998, Overland believes the entire write-off should be
recorded in Account 7620.

Overland represents that Pacific Bell has charged similar SFAS 106-related
losses to Account 7620 for FCC accounting purposes. In 1997, Pacific recorded a
below-the-line extraordinary loss of $83 million to conform its SFAS 106
methodology for amortizing gains and losses to SBC's policies. In 1999, Pacific

recorded a below-the-line extraordinary loss of $338 million to write off its

0 Most, if not all, of the regulatory asset was due to a “curtailment loss” incurred in 1993 when
Pacific announced a plan to significantly reduce its work force. Overland believes that
Pacific should have recorded the curtailment loss below the line in Account 7620 in 1993. If
Pacific had done so, there would have been no regulatory asset to write off in 1998.
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SFAS 106 transition benefit obligation (TBO).7t Pacific did not recognize the 1997

and 1999 extraordinary losses for Commission accounting purposes.

2. Position of the Parties
a. ORA
ORA believes that Pacific improperly relies on SFAS 71 to justify its

above-the-line write-off of the PBOP regulatory asset in 1998. ORA states that
SFAS 71 does not govern regulators’ authority to set rates or determine
regulatory accounting requirements.’2 Although OP 4 of D.92-12-015 ordered
Pacific to record a PBOP regulatory asset pursuant to SFAS 71 — a fact much cited
by Pacific — OP 4 itself states that Pacific may recover its regulatory asset only to
the extent that its tax-deductible contributions to PBOP trusts exceeded its

SFAS 106 costs. If tax-deductible contributions did not exceed SFAS 106 costs, no
recovery would occur.”® ORA argues that it is illogical to conclude that OP 4, by
ordering Pacific to establish a regulatory asset pursuant to SFAS 71, ensured
Pacific would recover its regulatory asset when the very mechanism established
by OP 4 to recover the asset did not ensure recovery.

ORA states that although OP 8 of D.92-12-015 authorized Pacific to recover
some of its SFAS 016 costs via the Z-Factor, there was no guarantee that the
Z-Factor would provide Pacific with sufficient funds to recover the entire
regulatory asset. Therefore, when the Commission eliminated the Z-Factor, it is
not reasonable to assume, as Pacific did, that the write-off should be recorded

above the line. If anything, Pacific’s above-the-line write-off violated D.92-12-015

L The TBO is a liability that consists of all PBOP obligations that existed but had not yet been
recognized by Pacific at the time it implemented SFAS 106.

72 SFAS 71, Paragraph 55, Pacific Exhibit Phase 2A: 333, Binder 2, Tab 21.
73 D.92-12-015, Conclusion of Law (COL) 12 and OP 4.
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because the Decision limited the SFAS 106 costs that Pacific could report for
regulatory purposes to the amount of its tax-deductible contributions, and the
write-off of the PBOP regulatory asset in 1998 exceeded Pacific’s tax-deductible
contributions during the year.

ORA argues that if the Commission allows Pacific to write off the
regulatory asset, the write-off should be recorded below the line. ORA states
that an above-the-line write-off would require ratepayers to fund indirectly some
portion of the write-off due to the diminished opportunity to participate in
sharable earnings in 1998. ORA maintains that because the Commission
eliminated the SFAS 106 Z-Factor without providing any replacement method
for recovering the PBOP regulatory asset, it is clear that the Commission did not

intend for ratepayers to fund any of the remaining PBOP regulatory asset.

b. TURN
TURN states that when the Commission adopted SFAS 106 in D.92-12-015,

it limited the SFAS 106 costs that utilities could recover in rates to the amount of
their tax-deductible contributions to external PBOP trusts (hereafter,
“contributions”).” TURN avers that this is the central rule of D.92-12-015 for
regulatory purposes: the SFAS 106 costs recognized for regulatory purposes are
limited to actual contributions. Thus, to the extent the write-off of Pacific’s PBOP
regulatory asset exceeded Pacific’s contributions, it violated the central rule of
D.92-12-015 that limited Pacific’s SFAS 106 costs to its actual contributions.
TURN disagrees with Pacific’s position that the elimination of the
SFAS 106 Z-Factor by D.98-10-026 nullified the central rule of D.92-12-015 that

limited Pacific’s SFAS 106 costs to its contributions. TURN opines that a more

4 D.92-12-015, 46 CPUC 2d 499, 520.
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reasonable reading of D.98-10-026 is that the Decision retained the central rule of
D.92-12-015, but replaced direct recovery of PBOP costs via the Z-Factor with
indirect opportunities to recover these costs. The indirect opportunities included
(1) the potential for significantly higher earnings due to the absence of sharing
and the productivity factor — a potential being realized by Pacific, and (2) the
PAYGO costs built into Pacific’s rates. TURN adds that the proper regulatory
presumption under NRF is that all costs are being recovered under existing rates.
TURN claims that Pacific was not required by SFAS 71 to write off its

entire PBOP regulatory asset. According to TURN, SFAS 71 does not govern the
treatment of PBOP costs for regulatory purposes.” This is clear from Conclusion

of Law 8 of D.92-12-015, which states:

Commission policy should not be governed by whether or
not utilities can record a regulatory asset under SFAS 71.
(46 CPUC 2d 499, 531.)

TURN states that in the proceeding leading to D.98-10-026, the
Commission asked Pacific to identify the ratemaking impacts that would result
from eliminating the SFAS 106 Z-Factor. In its response, Pacific indicated that
the only effect, either historically or prospectively, would be to decrease rates by
the amount of the Z-Factor, which was $99.5 million at the time.”® Pacific never
mentioned the “requirement” under SFAS 71 to write off the entire regulatory
asset of $400 million, which would have had, at a minimum, the effect of

reducing Pacific’s earnings and potential sharing.

5 D.92-12-015, COL 10, 46 CPUC 2d 499, 532.

6 ORA Exhibit Phase 2A: 118, Attachment 3, last 2 pages, and “Question 4 — Impact of
Eliminating Z-Factors.”
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TURN argues that if Pacific had truly believed that the elimination of the
SFAS 106 Z-Factor would require the immediate write-off of its $400 million
regulatory asset, it would have informed the Commission. Pacific’s silence on
this point in the proceeding leading to D.98-10-026 demonstrates that Pacific
believed at the time that no write-off was required. The other likely explanation
is that Pacific knew at the time that elimination of the Z-Factor would require
Pacific to write off its $400 million regulatory asset, but Pacific chose not to
provide this information to the Commission even when specifically asked to
identify such impacts. Either way, TURN believes that the Commission should

reject Pacific’s current position.

c. Pacific
Pacific states that it was required by D.92-12-015 to establish and maintain

a PBOP regulatory asset in accordance with SFAS 71.77 The primary requirement
for the establishment of a regulatory asset under SFAS 71 is regulatory assurance
that the asset will be recovered in future rates. Pacific states that the Commission
provided such assurance in D.92-12-015 by establishing the SFAS 106 Z-Factor
for the express purpose of recovering Pacific’s regulatory asset.

Pacific contends that when the Commission eliminated the SFAS 106
Z-Factor in D.98-10-026, Pacific no longer had assurance that it would be able to
recover the PBOP regulatory asset in future rates. At that point, Pacific’s
regulatory asset no longer met the requirements of SFAS 71 and Pacific had no
choice but to write off the regulatory asset as required by SFAS 71.

Pacific argues that there are several reasons why it was appropriate to

write off its PBOP regulatory asset above the line. First, D.98-10-026 did not

7 D.92-12-015, 46 CPUC 2d 499, at 520-523, and 533.
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prohibit an above-the-line write-off. Second, D.92-12-015 found that SFAS 106
costs are a legitimate cost of providing service.”® Finally, because SFAS 106 costs
are a legitimate expense, the failure to recognize the expense above the line
would constitute an improper ratemaking adjustment under NRF. The following
passage from the Workshop |11 Report, adopted by the Commission in

D.91-07-056, explains why ratemaking adjustments are improper under NRF:

Any inclusion of ratemaking adjustments...is...a strike at the
very core of [NRF] and a return to a system which, in the
language of the decision, ‘relies instead on short term gains,
and regulatory detection of inefficient operations.’

Including those adjustments in the earnings calculation
would be an anachronistic, unnecessary, and improper
holdover from a displaced regulatory philosophy. (Pacific
Exhibit Phase 2A: 333, Tab 18, p. 19. Emphasis added.)

Pacific disputes Overland's and TURN'’s claim that it was unnecessary for
Pacific to write off its PBOP regulatory asset because Pacific allegedly had ample
opportunity to recover the regulatory asset in the absence of Z-Factor recovery.
Pacific states that if their argument had merit, it would have been unnecessary
for D.92-12-015 to authorize Z-Factor recovery of SFAS 106 costs. The fact that
D.92-12-015 did authorize Z-Factor recovery demonstrates the fallacy of
Overland’s and TURN'’s claim.

Pacific states that although D.92-12-015 limited Z-Factor recovery of
SFAS 106 costs to the amount of tax-deductible contributions,8® ORA and TURN

wrongly assert that this limitation also applies to Pacific’s ability to record PBOP

8 D.92-12-015, 46 CPUC 2d 499, 516, 530.
9 D.91-07-056, COL 57, 41 CPUC 2d 89, 128.
80 D.92-12-015, 46 CPUC 2d 499, 520.
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expenses. While D.92-12-015 limited rate recovery, it placed no limitation on
expense recognition. Decision 92-12-015 addressed each separately.

Pacific disputes ORA’s claim that allowing Pacific to record the write-off
above the line will require ratepayers to fund indirectly some portion of the
write-off because of a diminished opportunity to participate in sharable earnings
during 1998.81 Pacific states there are two flaws in ORA’s logic. First, Pacific had
to write off the PBOP regulatory asset because rate recovery of the asset had been
discontinued. Thus, the write-off was not a form of rate recovery. In fact, just
the opposite is true. Second, there is no proof that ratepayers were required to
fund a portion of the write-off through the earnings-sharing mechanism. Even
ORA'’s witness admitted that Pacific’s rate of return is composed of various items
of investment, revenues, and expenses.82 Thus, a particular item cannot be
singled out as having raised Pacific’s rate of return to sharable levels.

Pacific disagrees with ORA’s claim that because D.92-12-015 required
Pacific to establish and maintain a regulatory asset, it was improper to write off
the asset pursuant to SFAS 71. ORA cites Paragraph 55 of SFAS 71, which states
that SFAS 71 does not control the actions of regulatory agencies.83 This is true,
unless of course the regulator orders a utility to follow SFAS 71 accounting
requirements with respect to the PBOP regulatory asset, as the Commission did
in D.92-12-015.84 Because the Decision ordered Pacific to follow SFAS 71, and
SFAS 71 required Pacific to write off the regulatory asset, Pacific states that the

write-off was proper.

81 ORA Brief, p. 18.

82 6 TR 508.

83 6 Tr.518.

84 D.92-12-015, OP 4, 46 CPUC 2d 499, 533.
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Pacific also disputes TURN’s suggestion that the Commission might have
done something different in D.98-10-026 if it had known that Pacific was going to
write off the PBOP regulatory asset immediately.8> Pacific states there was no
need for the Commission to provide a detailed discussion of the write-off
because it was not at issue in D.98-10-026. But the Commission in D.92-12-015
did order Pacific to record its regulatory asset in conformance with SFAS 71, and
SFAS 71 did require the write-off. Moreover, D.92-12-015 contains a detailed
discussion of the requirements of SFAS 71.86 Thus, the Commission was well
aware in D.98-10-026 that Pacific would have to write off its PBOP regulatory

asset pursuant to SFAS 71 if rate recovery of the asset was discontinued.

3. Discussion
The issue before us is whether it was proper for Pacific to write off its

PBOP regulatory asset in 1998. The pre-tax intrastate regulated amount of the
write-off was $400 million.8” If the write-off was proper, we must then consider

if the write-off should have been recorded above or below the line.

a. Whether It Was Proper for Pacific to Write Off Its
PBOP Regulatory Asset

Pacific argues that its regulatory asset was subject to SFAS 71 because OP 4
of D.92-12-015 explicitly ordered Pacific to establish and maintain a PBOP
regulatory asset pursuant to SFAS 71.88 Pacific further contends that its recovery

of the PBOP regulatory asset depended entirely on the SFAS 106 Z-Factor, and

8 TURN Brief, p. 10.

86 D.92-12-015, 46 CPUC 2d 499, 520-525.

87 Overland Exhibit Phase 2A: 404, Volume 2, p. 7-27, Table 7-8.
88 D.92-12-015, OP 4, 46 CPUC 2d 499, 533.
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that Pacific was required by SFAS 71 to write off the regulatory asset when the
Z-Factor was terminated by D.98-10-026.

We begin our analysis of Pacific’s argument by noting that Pacific
determined in 1993 that its PBOP regulatory asset did not comply with SFAS 71
and, therefore, should not be reported on the financial statements that Pacific
provided to its shareholders and the SEC. Pacific’s auditors concurred.8® We
find that Pacific’s own accounting practices demonstrate conclusively that its
PBOP regulatory asset did not satisfy the requirements of SFAS 71. Therefore, if
Pacific’s PBOP regulatory asset was subject to SFAS 71, it never should have
recorded the regulatory asset pursuant to SFAS 71 because the regulatory asset
did not meet the requirements of SFAS 71.

Although Pacific’s PBOP regulatory asset did not satisfy SFAS 71, it was
clearly the Commission’s intent in D.92-12-015 that Pacific should record a PBOP
regulatory asset for regulatory accounting purposes. This is evident from

Conclusions of Law (COLSs) 8 and 10 of D.92-12-015, which state as follows:

COL 8: Commission policy should not be governed by
whether or not utilities can record a regulatory asset
under Statement No. 71.

COL 10: Utilities should establish a [PBOP] regulatory
asset for regulatory accounting purposes. (46 CPUC 2d
499, 531 - 32.)

We find that COLs 8 and 10 required Pacific to record a PBOP regulatory asset
even if the regulatory asset did not satisf